2.0 THE RELATI ONSHI PS BETWEEN
PROPERTY RIGHTS AND EXTERNALI TIES

Externalities arise when the production or consunption opportuni-
ties of individual menbers of society are directly affected by the
resource allocation decisions of other nenbers of society or, stated
sonmewhat differently, when the exercising of acknow edged property
rights by some individual mermbers of society directly affects the pro-
fits or satisfaction which can be obtained by other nenbers of society
fromthe exercising of their acknow edged property rights. Thus, in
virtually any realistic externality situation, a clear relationship wll
exi st between the assignment of property rights which is established
in this situation and the nature and extent of the externalities which pre-
vail in the situation.

This chapter investigates the structure of this relationship.
Specifically, Section 2.1 analyzes the econonmic aspects of the relation-
ship between property rights and externalities; while Section 2.2 ex-
amnes the prevailing and enmerging judicial interpretations of the |ega
aspects of this relationship. Finally, Section 2.3 presents sone
general conclusions concerning the inplications of these economic
and | egal anal yses for the devel opnment of public policies for the contro
of externalities.

2.1 Economic Relationships Between
Property Rights and Externalities

Whil e econonists traditionally have visualized the market nech-
anismas a process in which goods or services are exchanged by indi-
viduals, a nore accurate representation of this nechani sm woul d
recognize that the itens which actually are exchanged in the narket
are the rights to the possession and use of these goods and services.
Thus, a narket transaction essentially consists of an exchange of two
bundl es of property rights; and the value which is attached to any good
whose ownership is nodified by a market transaction depends crucially
on the particular bundle of property rights to the possession and use of
that good which is conveyed in that transaction

In adopting this representation of the market exchange process,
it is inportant to recognize that:
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property rights do not refer to relations between nen
and things, but, rather, to the sanctioned behavioral rela-
tions among nen that arise from the existence of things
and pertain to their use. Property rights assignnments
specify the norns of behavior with respect to things that
each and every person nust observe in his interactions
with other persons, or bear the cost for nonobservance.
The prevailing system of property rights in the com
munity can be described, then, as the set of economic and
social relations defining the position of each individual
with respect to the utilization of scarce resources."*

To obtain a thorough appreciation of the practical significance of
the distinctions which are drawmn in this definition, it is useful to con-
sider the inplications for resource allocation of two polar forns of
property right owner ship: conmunal owner ship and private owner ship.
Under communal ownership, " the community denies to the state or
to individual citizens the right to interfere with any person's exercise
of comunal | y-owned rights;" while, under private ownership, "
the community recognizes the right of the owner to exclude others from
exercising the owner’'s private rights."**

*Furubotn and Pejovich (43), p. 1139. An essentially identica
al though less fornmal, definition of property rights appears in Densetz
(38), p. 347, where it is stated: "Property rights are an instrunent of
society and derive their significance fromthe fact that they help a nan
form those expectations which he can reasonably hold in his dealings
with others... . An owner of property rights possesses the consent of
fellowmren to allow himto act in particular ways. An owner expects
the community to prevent others frominterfering with his actions,
provided that these actions are not prohibited in the specification of
his rights. . . . It is clear, then, that property rights specify how per-
sons may be benefited and harned, and, therefore, who nust pay
whom to nodify the actions taken by persons.”

**Densetz (38), p. 354. In this article, Densetz also distin-
guishes a third basic form of ownership: state ownership. Under state
owner ship, " the state may exclude anyone fromthe use of a right
as long as the state follows accepted political procedures for deter-

m ning who may not use state property." Detailed consideration of the
resource allocation inplications of this form of ownership will contri-
bute very little to the analytical content of this report and, consequently,
wi |l not be pursued here.
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2.1.1 The Resource Allocation Inplications
of Conmunal Owner shi p*

If a particular resource is comunally owned, every nenber of
the community possesses the right to use the resource. If a person
refrains fromexercising his right in any time period, the benefits
attributable to this action in the formof an increased availability or
productivity of the resource in future tine periods do not accrue ex-
clusively to that person, but, rather, accrue to all nenbers of the
community. Conversely, if a person attenpts to maximze the val ue
of his communal rights by utilizing the resource extensively in any
time period, the costs associated with this action in the form of a
decreased availability or productivity of the resource in future tine
periods are not incurred exclusively by that person but, rather, are
incurred by all nenbers of the comunity, Consequently, comrunal
ownershi p encourages excessive utilization of a resource because this
form of ownership fails to concentrate upon each person the costs, or
benefits, which are associated with his exercising, or refraining from
exerci sing, his commnal rights.

In addition, to the extent that a comunal |l y-owned resource can
be enpl oyed as an input into various production processes, the com
munal ownership of one resource can have substantial inpacts upon
the utilization of other privately-owned resources. Thus, the absence
of exclusive rights to the use of a comunally-owned resource will
increase the cost of policing (i.e., detecting and capturing) the incone
which is generated by the privatel y-owned resources which are used in
conbi nation with the comunal |l y-owned resource. This increased
policing cost will notivate users of the communal | y-owned resource
to prefer to produce products whose physical attributes entail relatively
| ow costs of policing the income generated by private investment inputs.
For exanpl e, users of comunal |l y-owned | and mi ght choose to raise
cattle rather than to plant potentially nore lucrative corn nmerely be-
cause the cost of policing investment in corn, which is physically
attached to the conmmon |land, is greater than the cost of policing invest-
ment in cattle, which can be driven hone at night.

*The material presented in this section has been abstracted from
the follow ng sources: Cheung (17), pp. 52-64; Densetz (35), p. 17;
Densetz (36), p. 13; and Densetz (38), pp. 354-355.
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This change in the type of product which users of a particular
resource choose to produce when the resource is comunally-owned
rather than privatel y-owned necessarily is associated with a change
in the conposition of private investnent inputs, although it is inpos-
sible to determne a priori_ whether the total value of private invest-
ment will increase or decrease. Nevertheless, it is certain that, for
any degree of conpetition, the econonmic rent of a resource will dis-
sipate nore rapidly when that resource is comunally-owned than when
it is privately-owned, since private ownership will induce the choice
of that product whose production will naxinize the econom c rent of
the resource.

Al'though this discussion of the inplications of comunal owner-
ship for resource allocation is far from exhaustive, it clearly denon-
strates that this form of ownership creates situations in which exter-
nalities abound. Thus, the production and consunption opportunities
of individual menbers of the community are directly affected by the
resource allocation decisions of other nmenmbers of the comunity --
deci sions over which the externally affected individuals have no con-
trol. Moreover, these external effects are not attributable to the
changes in the equilibrium set of narket prices which occur as the
econony adjusts to changes in supply and demand conditions. Finally,
these nmodifications of production and consunption opportunities do not
arise fromthe performance of malicious actions by the other com
nmunity menbers, but are produced only incidentally by these individ-
uals in their pursuit of legitimate activities.

While these externalities conceivably can be mitigated if all nmem
bers of the comunity nutually agree to restrict the exercising of their
rights to the communal | y-owned resource and, hence, to curtail the
rate at which each of themutilizes this resource, the negotiation and
mai nt enance of an agreement of this type is extrenmely unlikely. Since
each individual who declines to agree to restrict his use of the resource
has the right to utilize the resource as intensively as he desires, there
is little incentive for any nenber of the community to enter into a
mutual accord. This inclination is reinforced by the know edge that,
if any group of individuals within the community does agree to limt
their use of the resource, all of the cost associated with their foregone
present utilization of the resource is incurred by the nmenbers of this
group; while nmost, if not all, of the benefits associated with the in-
creased present and future availability of the resource accrues to those
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nmenbers of the community who have not joined in the agreenent.*
Simlarly, since these sane notivations will continue to prevail in the
unlikely event that a nutual agreement of all menbers of the conmunity
is successfully negotiated, the maintenance of this agreenent wll
require the allocation of a substantial portion of the community’s
resources to the enforcement of its stipulations. Finally, communal
owner shi p provides no plausible nechani sm through which the tota
expected benefits and the total expected costs which can accrue to future
generations fromtheir use of the commnally-owned resource will be
appropriately incorporated into the decision-making processes of the
present users of the resource. Consequently, the occurrence of w de-
spread intragenerational and intergenerational externalities appears to
be virtually unavoi dabl e under a regime of unconstrained communal
ownership of resources.

2.1.2 The Resource Allocation |Inplications
of Private Oanership**

If a particular resource is privately owned, the individual who
owns the resource has control over the manner in which it is utilized, utilized. ***
Thus, before any other individual or group of individuals may affect the
use of the resource, that individual or group of individuals must obtain

*Al though it is conceivable that the menbers of the cooperative
group will enjoy sonme increase in their utilization of the resource in
future tinme periods; even if this result occurs, their increased future
utilization of the resource will not exceed the increased future utiliza-
tion of the resource which is obtained by those nenbers of the com
nunity who have declined to join the group. Thus, each group nenber
can obtain virtually the same future utilization of the resource and an
increased present utilization of the resource if he individually with-
draws from the group.

**The material presented in this section has been abstracted from
Cheung (17), pp. 50-51 and p. 67; Densetz (37), p. 62; and Densetz
(38), pp. 355-358, unless it is specifically attributed to another source

***Furubotn and Pejovich (43), p. 1140, qualify this statement by
pointing out that although the right of private ownership is an exclusive
right, it is not an unrestricted right. Rather, the right of private own-
ership is exclusive ". . . in the sense that it is limted only by those
restrictions that are explicitly stated in the lawas it is interpreted
fromtime to tine."
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the prior consent of the resource’s owner, who is permtted to sell or
transfer his right to control its use at his discretion. Consequently,
in a society which relies exclusively upon the private ownership of
resources, the public sector is required to performonly tw functions.
First, the government nust determ ne which individual possesses the
right to control the use of each of the society s scarce resources and
hence, which individual may assert that his rights have been affected
by others in any controversial situation. Second, the governnent nust
utilize the police power of the state to protect the rights which it has
assigned or it nust pernmt the owners of these rights to protect their
rights by thensel ves.

If all of these conditions are satisfied, it becones feasible for
each resource owner to attenpt to maximze his wealth by selecting
fromthe set of alternative utilization patterns for his resources that
utilization pattern which he believes will generate a future tine stream
of benefits and costs which will maximze the present value of his
rights of private ownership. Since this maximl present value repre-
sents the amount of income which the resource owner expects to be
able to receive in the market in exchange for his rights to use these
resources and since this present value is partially deternmined by bene-
fits and costs which are expected to accrue to these resources after
the death of the resource owner, it is rational for each resource owner
to attenpt to incorporate into his current resource utilization decisions
the supply and demand conditions which he expects to exist in future
generations. Essentially, the resource owner acts as a broker whose
weal th depends upon his effectiveness in reconciling the conpeting
demands of present and future generations. In this nmanner, nmany of
the intergenerational externalities which almst certainly will exist
under a regine of communal ownership are internalized autonmatically
under a regime of private ownership.

Simlarly, the private ownership of resources pronotes the
internalization of many of the intragenerational externalities which
normal Iy arise under communal ownership. Since under private own-
ership each resource owner is permtted to exclude other individuals
fromthe use of his resources, he generally is assured of securing the
rewards which are generated by his allocation of these resources.

This concentration upon the owner of a resource of the benefits and
costs which are produced by his utilization of the resource provides
substantial incentives to use resources nore efficiently.
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Yet, the assignnment of private rights to control the use or re-
sources does not necessarily produce the internalization of all exter-
nalities. Since the owner of the private rights to control the use of one
set of resources cannot exclude other individuals fromthe use of re-
sources which are owned by those other individuals, he has no direct
incentive, in the absence of negotiations, to incorporate into his resource
utilization decisions any consideration of the external effects which his
utilization of his resources inposes upon the private rights of other
i ndi viduals. Thus, even under private ownership, many externalities
are expected to arise

However, an externality which does arise under the private own-
ership of resources seldom affects all of the resource owners in the
society. Consequently, in general, the internalization of an externality
nmerely requires that an agreenent which appropriately accounts for
this external effect must be entered into and maintained by only a few
resource owners. Hence, the cost of negotiating and policing the inter-
nalization of externalities is considerably |ower under private owner-
ship than it would be if resources were conmunally owned. Thus,
somewhat paradoxically ". . . it can be seen that private rights can be
socially useful precisely because they encourage persons to take
account of social costs."* In fact, Denmsetz has advanced the hypoth-
esis that the devel opment of new private property rights occurs for
precisely this reason.**

The negotiated internalization of an externality can be accom
plished through the application of either of two basic techniques: the
establishment by all of the relevant resource owners of a contractua
agreenent which precisely stipulates the nmethod of reconciling the
external effects at issue or the outright purchase by some of the rele-
vant resource owners of the private rights of the remaining rel evant
resource owners (i.e., the nerger of the private rights of all of the
rel evant resource owners). If there are no econonies or diseconom cs
of scale associated with the ownership of different sized bundl es of
rights and if only a single, readily enforceable contractual agreenent

*Al chian and Demsetz (1), p. 24.

**Densetz asserts that ". . . property rights develop to internalize,
externalities when the gains from internalization becone |arger than
the cost of internalization. Increased internalization, in the min
results from changes in econonm c values, changes which stemfromthe
devel opnent of new technol ogy and the opening of new nmarkets, changes
to which old property rights are poorly attuned, "Densetz (38), p. 350

2.7



is required to internalize the externality, there is no conparative
advantage to the selection of either internalization technique. However,
if there are nultiple externalities which require the negotiation of
several contractual agreements or if contractual agreenments are diffi-
cul't to enforce, nmerger will tend to be the preferred internalization
techni que. Conversely, if there are substantial diseconom es of scale
associated with the ownership of bundles of rights, interacting resource
owners will be nore likely to adopt contractual agreement as the pre-
ferred internalization technique. Thus, in general, the costs of negoti-
ating and enforcing contractual agreenments will be conpared with those
costs which depend upon the scale of ownership; bundles of rights will
tend to be accunul ated in sizes which mnimze the sumof these costs;
and contractual agreenents to internalize the remining externa

effects will tend to be arranged by the owners of these optimal sized
bundl es of rights

Nevert hel ess, despite these extensive opportunities for the in-
ternalization of externalities wi thout governmental intervention when
resources are privately owned, it is virtually inevitable that some
external effects will escape voluntary internalization under a regine
of private owner ship. In particular, if a certain external effect im
pi nges upon a |l arge nunber of resource owners, the control of the
activity which produces this external effect assumes the properties of
a public good. It becones rational for each resource owner who is
externally affected by this activity to adopt the role of a “free rider”
and to under state his willingness to pay for the optinmal control of the
activity. Since it is individually rational for each externally affected
resource owner to behave in this fashion, the unavoi dabl e consequence
is the insufficient control of the externality-producing activity. Thus,
inthis situation, it is anticipated that an activity which generates
external diseconomies will be pursued with excessive intensity; while
an activity which creates external economies will be pursued with
insufficient intensity. Consequently, even with private ownership of
resources, it is extrenely unlikely that the voluntary actions of resource
owners will produce the internalization of all externalities. The
obvi ous question which remains is: What action, if any, should be taken
by the governnent to pronbte or require the internalization of these
remai ning externalities?

2.1.3 The Traditional Solution

The traditional solution to the problem of internalizing these
remaining externalities has its origins in the witings of Pigou (85).
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Pi gou asserts that an economically efficient allocation of resources is
attained by a society when its national dividend is maxim zed. More-
over, the national dividend will be maxim zed when the private mar-
ginal net product is equal to the social marginal net product in all uses.
Thus, inefficiency exists in every activity in which this equality is not
satisfied. To eliminate this inefficiency, Pigou proposes the provision
of incentives which will induce those firns which are generating exter-
nalities to produce those levels of output which will maximze the
national dividend.

More specifically, Pigou recommends the devel opment of a sys-
tem of taxes and subsidies which will modify the cost function of an
externality-producing firmin a manner which will cause the firms
profit-maximzing output level to correspond to the socially optina
output level. This reconmendati on generally has been interpreted as
a proposal that the price of the output of the firm should be nodified

to reflect nore accurately the social marginal net product through the
inmposition of specific (per unit) excise taxes and subsidies upon this
output. Thus, if the firmis generating an external diseconony, a
specific excise tax should be inposed to induce a reduction in output;
while, if the firmis creating an external econony, a specific excise
subsi dy should be provided to notivate an increase in production.

Al'though this proposal does require that the calculation of the
opti mal taxes and subsidies nust be perforned by the government, it
also permts all production decisions to be made by the individual firms.
Therefore, this traditional solution to the problem of internalizing
externalities maintains a substantially higher degree of decentralization
of decision-nmaking than nost alternative public policies, such as the
imposition of a system of standards or the |egal prohibition of the
generation of external effects.

2.1.4 The Coase Theorem

The traditional Pigouvian solution to the externality problem has
been generally accepted by econonmists as the appropriate remedy for
this problem fromthe time of its initial publication until 1960, when it
has been seriously challenged by Coase (19). This chall enge begins
with the assertion that the traditional Pigouvian policy of inposing
unilateral taxes and subsidies upon externality-generating firns is
i nappropriate because the adequate assessnent of all of the social costs
which are attributable to externalities requires a recognition of the
reci procal nature of any externality situation. Specifically, Coase
decl ar es:
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"The traditional approach has tended to obscure the
nature of the choice that has to be nade. The question
is commonly thought of as one in which Ainflicts harm
on B and what has to be decided is: how should we
restrain A? But this is wong. W are dealing with a
problem of a reciprocal nature. To avoid the harmto
B would inflict harmon A The real question that has
to be decided is: should A be allowed to harm B or
should B be allowed to harm A? The problemis to
avoid the nore serious harm™"*

Thus, in any externality situation, the external effect is caused by both
the resource owner who generates the effect and the resource owner
who receives it. Consequently, if the optinal allocation of resources
is to be attained, it is desirable that both of these resource owners
shoul d take account of the external effect in making their resource
allocation decisions. In principle, this objective can be attained if an
i ndi vidual who desires to modify the behavior of another individual who
is generating an externality engages in trade with that other individua
whi ch noves both of themto preferred positions where no additiona
mutual |y agreeable trades are avail able and, hence, Pareto opti mal
equilibrium prevails. The significance of this principle for public
policy has been devel oped by Buchanan and Stubbl ebi ne; who concl ude:

"The inmportant inplication to be drawn is that ful
Pareto equilibrium can never be attained via the im
position of unilaterally inmposed taxes and subsidies
until all marginal externalities are elinmnated. If a
tax-subsidy method, rather than "trade" is to be

i ntroduced, it should involve bi-lateral taxes (sub-
sidies). Not only nust B s behavior be nodified

so as to insure that he will take the costs externally
i nposed on A into account, but A s behavior nust

be nodified so as to insure that he will take the
costs “internally” inmposed on B into account. In
such a double tax-subsidy schene, the necessary
Pareto conditions would be readily satisfied. "**

D e

*Coase (19), pp. 1-2.
*Buchanan and St ubbl ebine (15), p. 383.
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Havi ng demonstrated this reciprocal nature of any externality
situation, Coase uses this result to investigate the inplications for

resource allocation of different assignments of property rights in exter-
nality situations. This investigation concludes that, in the absence of
any costs of negotiating and enforcing transactions, if property rights
with respect to liability for the damages caused by an externality are
clearly specified, transferable,* and rigidly enforced, any particular
liability rule will produce an economically efficient allocation of re-
sources. Specifically, when these conditions are satisfied, the stipu-
lated liability rule will provide an incentive to one of the two parties
who are involved in the externality situation to attenpt to change the
extent to which external effects are generated by offering inducenents
to the other party to nodify his behavior. Thus, at the extremes, if
the resource owner who produces an external effect is declared to be
conpletely liable for the damages caused by this external effect, he
will be notivated to pay an indemity to the resource owner who
receives the external effect to secure that resource owner’s acquies-
cence to the production of additional output; while, conversely, if the
resource owner who produces an external effect is declared to have no
liability for the damages caused by this external effect, the resource
owner who receives the external effect will be notivated to pay a bribe
to the externality-producing resource owner to induce that resource
owner to reduce his production. |In either case, whenever the resource
owner who produces the external effect decides to increase his produc-
tion, he incurs a cost in the formof either an increased indemity pay-
ment to or a foregone bribe paynent from the resource owner who
receives the effect. Simlarly, whenever the resource owner who
receives the external effect decides to decrease the extent to which he
absorbs this effect, he incurs a cost in the formof either a foregone

i ndemrmity payment from or an increased bribe payment to the resource
owner who produces the effect. Consequently, whenever either of
these parties makes his resource allocation decisions, he appropriately
incorporates the full social cost of his activities into his decision-
maki ng process. The inevitable result of this procedure is the attain-
ment of an economically efficient allocation of resources.

*Property rights with respect to liability for damages are trans-
ferable if the governnent enforces liability rules only upon appeal by
one of the parties who are involved in the externality situation. This
enforcenent policy introduces the possibility of exchange between these
parties.
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Finally, Coase asserts that since the narginal cost associated
with any particular increase in the production of an external effect is
unaffected by the assignment of different liability rules, the sane eco-
nomcally efficient allocation of resources will be attained regardl ess
of the liability rule which is adopted, so long as the differences in the
distributions of wealth which are associated with the various liability
rul es have no affect upon demand patterns. Thus, in sunmary, the
Coase Theorem states that if the incone elasticity of demand is zero
in all markets (including the market for the external effect) and if the
costs of negotiating and enforcing transactions are zero, the market
resolution of any externality problemw |l be both economcally effi-
cient and allocatively neutral with respect to the assignment of liability.

Moreover, while Coase establishes the validity of this conclusion
only for those assignments of property rights under which the resol u-
tion of an externality problemrequires the unani nous consent of all of
the resource owners who are involved in this problemthrough the nego-
tiation of a nutually acceptable agreenent, Buchanan denonstrates
that, under the assunptions enbodied in the derivation of the Coase
Theorem econonic efficiency and allocative neutrality will be pro-
duced under a much broader range of property rights structures.*
Thus, Buchanan proves that the sanme allocation of resources which is
observed at equilibriumunder the property rights structures anal yzed
by Coase will also be produced by a collective decision process which
requi res the unani nous consent of all nenbers of the comunity to
any change in the allocation of resources, a collective decision pro-
cess which will performa reallocation of resource with less than the
unani mous consent of all nmenbers of the conmunity (i.e., with the
consent of a sinple mpjority of the nmenbers of the comunity), or
an administrative decision process in which the decision-naker maxi-
mzes the potential rent of his right to make the final resource alloca-
tion decision for the entire comunity. Mreover, Buchanan's proof
of the applicability of the Coase Theorem under these additional struc-
tures of property rights relies nerely on the sane equilibrating nmech-
ani sm hypot hesi zed by Coase -- the transfer of income from resource
owners who are adversely affected by a decision to at |east some of
the individuals who have control over the decision. For exanple,
under an administrative decision process, the decision-maker can be

*Buchanan (12), pp. 587-590
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i nduced to naximize the potential rent of his right to make a deci sion
if he is pernmitted to collect and retain this rent in the formof persona

side payments. Consequently, it appears that the concl usions of
Coase’'s analysis will be valid for an extrenely broad range of property

rights structures.

However, subsequent researchers* have observed that severa
i nportant assunptions which Coase has enployed in his analysis are
never stated explicitly in his discussion of this analysis. In particular,
Coase implicitly has assumed that (1) the use of financial capital is a
free good and, hence, is readily available to all resource owners for
the paynent of indemities and bribes, (2) information concerning both
current and future opportunity is perfect, and (3) perfect conpetition
exists in all of the economc sectors which are involved in the externali-
ty situation. Cbviously, these additional assunptions inpose substan-
tial restrictions upon the nunmber of situations in which the Coase
Theorem can be applied without qualification.

Moreover, and not surprisingly considering the profound inpact
whi ch Coase’s anal ysis has had upon the prevailing attitude of econo-
msts toward the appropriate treatnent of externality situations, the
preceding qualifications of the range of applicability of the Coase
Theorem constitute relatively mnor elenents in the controversy which
has devel oped in response to the publication of Coase’'s seminal article.
Therefore, the renminder of this section is devoted to the explanation
and reconciliation of the other aspects of this controversy.

2.1.5 Equity Considerations

Recognition of the reciprocal nature of externality |eads reason-

ably directly to the conclusion that, in any particular externality situa-
tion, the sane economically efficient allocation of resources wll be
attained regardless of the liability rule which is adopted. However,
M shan, ** Randall,*** and Wellisz**** enphasize that this denonstra-
tion of the allocative neutrality of different liability rules does not con-
stitute a demonstration of the ethical neutrality of these different rules.
That is, the realization that, in a particular externality situation, the

*See, for exanple, Randall (88), p. 44, and Sanmuels (97), p. 25
**M shan (77), pp. 78-81.
***Randal | (88), p. 53.
**x*\Wellisz (115), p. 353.
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sanme conposition of output will result if _either the resource owner
who produces the externality is required to pay an indemity to the
resource owner who receives it or the resource owner who receives

the externality is required to pay a bribe to the resource owner who
produces it does not necessarily inply that these two assignments of

liability are equally socially desirable. Thus, for exanple, it appears
unlikely that any reasonable society would consider to be socially
acceptable either a liability rule which requires the victins of crinme
to bribe crimnals to desist fromtheir crinmnal activity or a liability
rule which judges that little children hit autonobiles in pedestrian
crosswal ks. Rather than being indifferent anong various assignments
of liability because of their dempbnstrated allocative neutrality, society
may exhibit substantial differences in their preferences for these vari-
ous liability rules for nmoral and ethical reasons.

Moreover, although the conposition of output is independent of
the assignment of liability in externality situations, the distribution of
wealth is directly affected by the particular liability rule which is
adopted. If the resource owner who produces an externality is declared
not to be liable for the danages attributable to this external effect, his
wealth will be greater than it would have been if he had been decl ared
to be liable for these danages. Conversely, the wealth of the resource
owner who receives the externality will be |l ower under the forner I|ia-
bility rule than it will be under the latter. Consequently, citing the
case of industrial pollution which affects neighboring resource owners,
Randal | * contends that because the owners of the industry which enmts
this pollution are likely to be nore wealthy than the recipients of the
pollution, a society which prefers a nore nearly equal distribution of
wealth would prefer, in this situation, the adoption of a structure of
property rights which assigns liability for the damages caused by this
pollution to the emtters of the pollution. Mshan** extends this argu-
ment by asserting that it may be generally desirable to assign liability
for the damages attributable to a particular externality to the wealthier
resource owner involved in that externality situation, because wealthy
peopl e have greater opportunities to take actions to avoid the adverse
effects of any externality. Thus, the wealthy can nove away from a
pol luted area; while the poor have |l ess opportunity to change their |oca-
tions. The inplications of various liability rules for the distribution
of wealth nmay be extrenely inportant in determning their relative
social desirability.

i et e 7t e et i e

*Randal | (88), p. 41.
**M shan (77), pp. 77-78
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2.1.6 Allocative Neutrality and
the Distribution of |nconme

Coase’'s derivation of the allocative neutrality of alternative lia-

bility rules relies crucially upon the assunption that the anmount of

i ncone which a resource owner is willing to pay to avoid incurring a
particular danage is identical to the amount of income which that
resource owner would be willing to accept as conpensation for agree-
ing to incur that damage. If, as Coase’'s analysis assunes, all of the
resource owners who are involved in the externality situation are busi-
ness firms, this assunption is unobjectionable since both of these
amounts of incone will be equal to the incremental profit which the
firm earns when this da!ﬁgﬁ% %3~ 0i ded, which is independent of the
firms total profit level. However, if some of the resource owners

who are involved in the externality situation are nerely consuners,

the identity of these two ampunts of incone will not necessarily exist
for these individuals. As Dol bear* and M shan** have denonstrated

if an individual's denmand for a good increases as his inconme increases,
t he maxi mrum amount of incone which this individual is willing to pay
for any given amount of the good or, alternatively, the m ni mum anount
of income which he is willing to accept for foregoing this amunt of the
good will increase as his incone increases. This proposition inplies
that, ceteris paribus, the nmaxi num anount of inconme which the individ-
ual will pay for a unit of the good when he does not own this unit is
generally less than the mni num anount of income that he will accept

in exchange for this unit of the good when he does own it. Finally, this
result leads to the crucial inplication that different liability rules wll
produce different marginal valuations of externalities by consuners
which, in turn, will result in different economcally efficient allocations

of resources at equilibrium

Sanmuel s*** and Wel d**** |end further support to this conclusion

by challenging the enpirical validity of Coase's assunption that the
incone elasticity of demand for all goods is zero. If this assunption
is not satisfied -- as it invariably will not be in actual externality

*Dol bear (39), pp. 95-97 and p. 102.
**M shan (77), pp. 61-66 and pp. 83-84.
***Samuel s (97), pp. 6-12.
**xx\Wel d (114), p. 609.
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situations -- the different distributions of incone which result fromdif-
ferent liability rules will generate different patterns of denmand for

goods which, in turn, will determne different economically efficient
all ocations of resources at equilibrium Thus, in sumary, the exis-

tence of consuners as resource owners in particular externality
situations disaffirns the allocative neutrality of alternative liability

rules in those situations

Even accepting Coase's inplicit assunption that all of the
resource owners who are involved in externality situations are profit-
maxi m zi ng business firms, several researchers have questioned the
allocative neutrality of alternative liability rules in the long run on the
basis of the different distributions of income which evolve under the
various liability rules.* Specifically, these researchers have asserted
that if the initial situation of the econony is one of long run perfectly
conpetitive equilibriumin which those resource owners who produce
externalities are not liable for the damages attributable to these exter-
nalities and if the society then adopts a new structure of property rights
whi ch declares that these externality-producing resource owners are
liable for these damages, this nodification of the prevailing liability
rule will induce a change in the distribution of income which will result
in the earning of negative profits by the resource owners who produce
externalities and the earning of positive profits by the resource owners
who receive externalities. In the long run, this profit disequilibrium
will induce the allocation of additional resources to the activities con-
trolled by the resource owners who receive externalities and the exit
of resources fromthe activities nmanaged by the resource owners who
produce externalities. Thus, in the long run, the allocation of resour-
ces will be affected by the assignment of different liability rules.

Nutter** disputes this conclusion by denobnstrating that this re-

al l ocation of resources will not occur in response to a nodification

of liability rules if each resource owner in an externality situation owns
some non-transferable resources on which he earns sufficient Ri